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The London House of Rothschild depended on Brazil to main- 
tain its reputation. This became a problem in the 1890s, when 
the Brazilian government almost defaulted on its sovereign 
debt after a change of regime had made politics unstable and 
economic policy unorthodox. This article shows how the rela- 
tionship between the bank and the state developed to the point 
that Rothschilds was forced to rescue its client. Exposure enabled 
Brazil to implement policies designed to defend the regime at the 
expense of payment capacity without defaulting. The debt crisis 
ended only after the political situation stabilized toward the close 
of the century, when the bank pressured the government to tighten 
economic policy. 


“Tf the country must default, the honourable thing to do is 
to confess the fault at once and meet the issue frankly.”? 


Underwriters played a key role in nineteenth-century global finance. 
Banks in charge of underwriting sovereign debt negotiated lending 
conditions, floated bonds on the market, and transferred resources 
between final creditors and borrowing governments. Underwriters also 
endorsed loans; although they did not guarantee these obligations, 


© The Author 2015. Published by Cambridge University Press on behalf of 
the Business History Conference. 

doi:10.1017/es0.2014.32 

Published online April 20, 2015 


LEONARDO WELLER is an assistant professor at the São Paulo School of Economics— 
FGV in Brazil. He received his PhD from the London School of Economics. Con- 
tact information: Rua Itapeva, 474, andar 10, São Paulo, SP 01332-000, Brasil. 
E-mail: leonardo.wellerQfgv.br. 


The author is deeply indebted to Professor Colin Lewis, Professor William 
Summerhill, Professor Marcelo de Paiva Abreu, and Professor Aldo Musacchio. 
This research has been financed by the Council for Higher Education of the Brazilian 
Government (CAPES). 


1. Economist, issue 2852 (April 23, 1898), 616. 


381 


382 


WELLER 


their signatures appeared on the lending contracts. Reputation was 
the cornerstone of this business, and the market penalized under- 
writers when the bonds for which they were responsible went into 
default. Banks that underwrote only good debt were at the top, able 
to attract more and cheaper credit. Above all, that was the case for the 
London House of Rothschild (hereafter, Rothschilds), which, according 
to Flandreau and Flores, owned the default-free "brand. "73 

Nevertheless, Rothschilds had an Achilles heel: Brazil, for whose 
debt it was “the agent and guardian,” a role that the chief editor 
of the Economist characterized as “delicate and difficult” at the 
beginning of the twentieth century. The house began underwriting 
the country’s bonds in the 1820s, shortly after the establishment 
of the Brazilian monarchic state, during a global debt boom.* Brazil 
turned out to be the only Latin American state that honored its 
obligations. Three decades later, its government appointed the house 
as Brazil’s financial agent in Europe, a role that involved a monopoly 
on debt issuing. The country then became an important client, account- 
ing for 23 percent of all the Rothschilds-underwritten sovereign bonds 
that were floating on the London market at the century's end.’ This 
became a problem when a republican coup deposed the monarchy 
in 1889, initiating a period of political turmoil and unorthodox 
economic policy. The new administration nearly suspended payments 
unilaterally, and Rothschilds underwrote rescue loans to safeguard 
its reputation. 

This bank-state relationship became extremely strong—few coun- 
tries were so associated with an underwriter as Brazil was with 
Rothschilds, as most governments tended to switch among banks for 
different bond issues. Nevertheless, there is little research specifically 
on the involvement of Rothschilds with Brazil. Ferguson recognizes 
that the Brazilian business was “one of the firm’s most enduring,” but 
the space devoted to it in his colossal book about “the world’s banker” 
was limited to a few paragraphs.® Existing research on the Brazilian 
debt tends to address the involvement of Rothschilds from the coun- 
try’s point of view. Summerhill assesses the factors that explain the 


2. Flandreau and Flores, “Bonds and Brands,” 675. 

3. Hirst, Stock Exchange, 85. 

4. Newly independent Latin American countries and the European states that 
appeared after the fall of Napoleon borrowed extensively in London, inaugurating 
the global sovereign debt market. See Chapman, Merchant Banking, 10; Marichal, 
Debt Crises, 43-54; and Flandreau and Flores, “Bonds and Brands.” 

5. Calculated from the Investor’s Monthly Manual. A full comparison with 
other countries appears later in the article. 

6. Ferguson, Rothschild, 132. That is perhaps because the book is on the business 
of the Rothschild family, whereas the Brazilian debt pertained exclusively to the 
London branch. 
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good payment record of the monarchic state.” Abreu shows that Brazil 
was a good borrower in the long run despite the crisis that followed 
the fall of the monarchy.® Franco and Fritsch analyze the impact of 
economic policies on payment capacity in the 1890s, the first republi- 
can decade.º As will be explained later, Flandreau and Flores have an 
opposite approach: They study the dominant position of Rothschilds 
in the world’s underwriting market, which is important for under- 
standing Brazil's case.1° 

This article complements the preceding studies by analyzing 
the interdependence between the bank and the state, examining 
it from both sides, based on primary material from archives in London 
and Rio de Janeiro.!! More specifically, it shows how Rothschilds 
depended on the Brazilian government to maintain its reputation 
and how the latter depended on the former to borrow abroad, partic- 
ularly during the 1890s. Primary material demonstrates that Brazil free- 
rode on the bank’s access to credit when politics became unstable. 
High officials launched policies that undermined payment capac- 
ity, but helped to stabilize the political situation without suspending 
payments. In loans issued in 1893 and 1895, Rothschilds threw good 
money after bad without effectively pressuring for fiscal consolida- 
tion. This did not change until 1898, when both parties arranged 
a comprehensive rescue operation, the Funding Loan, conditional on 
the implementation of orthodox economic policy. The bank launched 
the operation precisely when the country started to stabilize, so 
policymakers no longer needed to pursue unorthodox policies to 
fight wars. Brazil improved payment capacity in the following decade 


7. Summerhill, “Credible Commitment,” in Political Institutions, ed. Haber 
et al. That author analyzes both foreign- and domestic-denominated public debt, 
whereas this article is specifically on the debt the central government issued 
abroad. 

8. Abreu, “Brazil as a Debtor” and “Funding Loans.” 

9. Franco, “Década Republicana,” in Ordem do Progresso, ed. Abreu, 15-16; 
Fritsch, External Constraints. 

10. Flandreau and Flores, “Hamlet.” 

11. Rothschild Archive (RA) in London, and Biblioteca Histórica do Ministério 
da Fazenda (BHMF) and Instituto Histórico e Geográfico Brasileiro (IHGB) in Rio de 
Janeiro. The researched material consists of correspondence exchanged between 
high officials and bankers, most of which is unpublished, as well as quantitative 
sources such as Rothschild’s books (RA I/000/77/4-5, Ledger Balance) and detailed 
fiscal accounts from a contemporary official publication: Balanço da receita e des- 
pesa da República, held at BHMF. Data on the size of the Brazilian debt in relation 
to other clients of Rothschilds is from a contemporary publication by Rothschilds 
named Century of Finance, held at the London School of Economics Library, and 
market data from the Investor's Monthly Manual. To these sources the author adds 
Bouças, Finanças públicas, the main quantitative reference work on the Brazilian 
sovereign debt, and the reconstructed fiscal series from Instituto Brasileiro de 
Geografia e Estatística (IBGE), Estatísticas históricas. 
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and the prices of Brazilian bonds increased to their full face value. 
The loans of the 1890s turned out to be profitable: according to 
Flandreau and Flores, the internal rate of return on the 1895 loan 
was 11.5 percent,!? and Abreu calculates 4.8 percent for the 1898 
Funding Loan 17 

The literature on relationship banking is useful for understand- 
ing this case study. Boot describes the “soft-budget constraint prob- 
lem,” which happens when locked-in banks abstain from pressuring 
troubled borrowers to improve their financial position. Too much 
pressure would increase the likelihood of retaliation, including the 
unilateral suspension of payments.!4 Flandreau and Flores adapt 
this argument to the nineteenth-century sovereign debt market, argu- 
ing that repeat business between banks and states helped to enforce 
lending contracts.!º Governments improved their status when asso- 
ciated with first-class houses, while patron banks could benefit from 
information asymmetry, “misrepresenting the true condition of the 
government.”!ê However, through the years the clients’ debt record 
determined the underwriter’s own reputation, which created incen- 
tives for launching rescue loans in the payment crises. Flandreau and 
Flores recognize the importance of the Brazilian case and point out 
that the Funding Loan was a “precious” example of a loan designed 
to solve problems from relationship banking; however, they address 
it in a broad perspective to develop a model applicable to the system 
as a whole; in their words, a detailed study of Rothschilds’ business 
in Brazil is “beyond [our] scope.”?” 

This article narrates this important case of relationship banking. 
In doing so, it shows that the political and economic constraints 
that existed in Brazil during the 1890s shaped the government’s 
decisions—and, as a consequence, the actions of Rothschilds 
throughout the decade. Finally, it stresses the role of political insta- 
bility, which explains why the crisis was so long and, despite this, 
why the country remained under Rothschilds’ credit umbrella. The 
next section describes how Rothschilds and Brazil developed their 
long-lasting relationship during the monarchic period (1822-1889), 
providing historical background. The second section describes 
the turmoil of the 1890s, the third analyzes the interdependence 
between Rothschilds and Brazil, and the fourth covers the negotiation 
that led to the Funding Loan. 


12. Flandreau and Flores, “Hamlet,” 34. 

13. Abreu, “Funding Loans,” 536. 

14. Boot, “Relationship Banking,” 16. 

15. Flandreau and Flores, “Bondholders vs. Bondsellers.” 
16. Flandreau and Flores, “Peaceful Conspiracy,” 215. 

17. Flandreau and Flores, “Hamlet,” 16-18. 
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Rothschilds and the Brazilian Empire 


The London House of Rothschild emerged as an international bank 
during the Napoleonic Wars, when it financed the British campaign 
on the continent. Founder Nathan Mayer Rothschild was in an advan- 
tageous position to transfer resources across Europe because his broth- 
ers had migrated from Frankfurt, their hometown, to Paris, Vienna, and 
Naples, building a solid international network 18 In the decade after the 
peace of 1815, the house specialized in state finance: It underwrote loans 
to Prussia in 1818 and 1822, Britain in 1819, Naples in 1821, Russia 
in 1822, Portugal in 1823, Austria in 1824, and Brazil in 1825.19 

Rothschilds became interested in Brazil soon after Dom Pedro I, the 
son of the Portuguese king, Dom Joao VI, declared the country inde- 
pendent in 1822. A year later, the bank drafted the contract for what 
would have been the first Brazilian loan, in partnership with Samuel 
Phillips, also from London. However, Nathan Rothschild made the 
loan conditional on the establishment of diplomatic relations between 
the new country and Britain, which would happen only if Portugal 
accepted the independence of its former colony.?º Lisbon and London 
recognized Brazil as a sovereign state in 1825 through an arrangement 
in which Rothschilds was directly involved. Under the supervision 
of the Foreign Office, it organized the transfer of a Portuguese debt to 
Brazil, an arrangement that Portugal demanded in order to accept the 
Brazilian Empire’s sovereignty.?! 

Nevertheless, Brazil borrowed abroad in 1824, before establishing 
diplomatic relations with Portugal and Britain. Instead of Rothschilds, 
three other London banks—Bazenth, Farqhuar, Crawford & Co.; 
Fletcher, Alexander & Co.; and Thomas Wilson & Co.—launched the 
loan. These houses closed their doors a few months later, amid a wave 
of defaults that hit the market that year, after having issued only one- 
third of the bonds. Rothschilds underwrote the remainder of the oper- 
ation in 1825, while it was arranging the deal with Portugal. In total, 
the loan amounted to £3.7 million, a large figure that corresponded to 
165 percent of the Brazilian tax revenue collected in 1824 and 1825. 
Without the conclusion of the 1824-1825 loan, it would have been 
difficult for the new government to honor the Portuguese debt it 


18. Ferguson, Rothschild, 85-110; Chapman, Merchant Banking, 10. 

19. London House of Rothschild, Century of Finance. 

20. This appears in a draft of the loan held at the Rothschilds Archive, which, 
according to Shaw, “Rothschilds and Brazil,” 168, constitutes the first record of 
the bank’s business with the Brazilian state. The document is registered as RA 
XI/38/215A. Shaw’s article is a very useful general guide to the archive's Brazilian 
Collection. 

21. Rodrigues et al., História diplomática, 135. 
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was about to take over, given that the government had been running a 
large fiscal deficit.?? The loan was thus important in making Brazil 
the exception in a continent of defaulters. 

Why did Rothschilds decide to underwrite Brazilian bonds? Dawson 
stresses the role of the Holy Alliance in that choice. Russia, Prussia, 
and Austria did not recognize the new Latin American republics, 
so Rothschilds” business relations with those empires left only Brazil, 
a monarchy ruled by a member of a European royal family, as an 
option.” In addition, the country appeared to be a better bet than its 
neighbors. Its relatively brief war of independence did not disrupt 
economic activity, while the crown had amassed enough authority 
to crush local rebellions and maintain its territorial integrity.24 Sum- 
merhill also argues that the constitution establishing the monarchic 
regime protected the property rights of public creditors.? 

However, Rothschilds had to rescue Brazil following its participa- 
tion in the Cisplatine War (1825-1828), a conflict with Buenos Aires 
over the fate of what would later become Uruguay. The Brazilian gov- 
ernment paid its soldiers with newly minted copper coins, which 
depreciated the national currency, the mil-réis, by 52 percent during 
the conflict, thereby increasing the cost of the debt. By 1829, servicing 
the sovereign debt (including both interest and amortization) required 
a quarter of tax revenue.?ê That same year, the state bank, Banco do 
Brasil, closed its doors because the domestic market refused to accept 
the notes it issued during the war 27 The country would have proba- 
bly joined the wave of Latin American defaults had it not borrowed 
£770,000 from Rothschilds in 1829. The bank underwrote and took 
the entire loan, in contrast to 1825, and continued to do in the fol- 
lowing decades, selling debt on the market. The bonds were issued 
during rather bad conditions: The discount rate (the liquid revenue 
Brazil received) was only 52 percent of face value.”® This results in 


22. The fiscal deficit was the equivalent of 49 percent of tax revenue between 
1823 and 1831, respectably the beginning of fiscal accounts and the first year 
Brazil ran a surplus. IBGE, Estatísticas históricas, 616. 

23. Dawson, Debt Crisis, 93. A similar point appears in Ferguson, Rothschild, 132. 

24. Bethell, “Independence,” in Brazil, ed. Bethell, 3-44; Monteiro, “Independén- 
cia,” 136. Ferguson, Rothschild, 132, states that Nathan Rothschild preferred 
constitutional monarchies such as Britain and Brazil to authoritarian regimes. 
This interpretation is troublesome with respect to Brazil in the 1820s, where 
Dom Pedro I wrote a constitution without the approval of Congress after arbitrarily 
dissolving the house. 

25. Summerhill, “Credible Commitment,” in Political Institutions, ed. Haber 
et al., 229. 

26. Calculated from Bougas, Finanças do Brasil, 126; IBGE, Estatísticas históricas, 
616. 

27. Peláez and Suzigan, História monetária, 55, 56. 

28. Bouças, Finanças do Brasil, 113—121. 
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a 6.79 percent risk premium (a measure of the cost of credit), which 
makes this lending the most expensive during the monarchy era.?º 
The loan maintained the house’s default-free brand and the Brazilian 
bonds recovered when it became clear that the bank was backing its 
South American client, enabling sale of the bonds at a price consid- 
erably higher than the issuing discount.%° This business with Brazil 
in the 1820s placed the country among Rothschilds’ most important 
clients. After launching the 1829 loan, Brazilian debt accounted for 
11 percent of all the sovereign bonds the bank had underwritten so 
far, close to Prussia’s and Russia’s levels. 

Political conditions deteriorated in the following two decades, and 
Rothschilds halted its business with Brazil. Violent riots forced Dom 
Pedro I to depart for Europe in 1831, leaving his six-year-old son Dom 
Pedro II behind. Regents in favor of political decentralization ruled 
the country until the prince was old enough to become emperor. 
Meanwhile, local groups waged wars disputing the power handed to 
regional authorities.*? Politics stabilized only after the coronation of 
Dom Pedro II in 1841. During his forty-eight-year reign, the monarch 
exercised his power of appointing the parliamentary representatives 
in charge of forming cabinets.?º This was the period when coffee 
production expanded in the states of Rio de Janeiro, Minas Gerais, 
and, above all, São Paulo, with exports increasing by 8 percent per 
year between 1850 and 1889, compared with 1 percent annually in 
the previous three decades.*4 

Brazil was in a good position to receive the wave of capital that 
began to flow to Latin America in the third quarter of the nineteenth 


29. Risk premium is defined as the difference between the yield to maturity 
(which is directly and inversely proportional to the interest and the discount rates 
respectively) and the return on the British sovereign debt. Yield to maturity measures 
the return bondholders have if they hold the bonds until maturity. It captures dif- 
ferences in maturity and is more appropriate than coupon yield (the ratio between 
the interest and issuing discount rates) because the Brazilian loans had different 
maturities. This may explain the slight differences between the results for risk 
premium in this article and those in Flandreau and Flores, “Hamlet,” 17. The data 
on interest rates, discounts, and maturity are from Bouças, Finanças do Brasil, and 
the return on the British sovereign debt is from the Investor’s Monthly Manual. 

30. According to Flandreau and Flores, “Debt and Brands,” 673, Rothschilds 
sold the bonds at a price 40 percent higher than the issuing discount. 

31. In the 1820s Rothschilds was still a major underwriter of its own govern- 
ment, and the British share corresponded to 46 percent of all the debt the house 
had underwritten. If one does not consider Britain, the Brazilian share increases to 
20 percent, behind Prussia and Russia, with 28 percent and 22 percent, respectively. 
Calculated from London House of Rothschild, Century of Finance. 

32. Basile, “Império Brasileiro,” in Civilização brasileira, ed. Linhares, 225. 

33. Carvalho, Construção da ordem, 158; Needell, Party of Order, 70. 

34. IGBE, Estatísticas históricas, 569, 570, 616. See Topik, “Coffee,” in Second 
Conquest, ed. Topik and Wells, 43-46, for more on the development of the coffee 
economy. 
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century.*° Foreign companies, most of which were British, invested 
in railways, banking, and foreign trade.ºº In this context, the state 
received the credits that Rothschilds collected on the London Stock 
Exchange. Between 1850 and 1863, the house underwrote five sover- 
eign loans at relatively low risk premiums—on average, 1.92 percent 
risk premium—to convert the more expensive debt contracted in the 
1820s and to support the building of railways.37 This sort of indebted- 
ness is what Fishlow calls development borrowing, which is sustain- 
able because it promotes economic growth and improves payment 
capacity.ºº The relations between Rothschilds and Brazil became so 
intense that the government appointed the bank its financial agent in 
Europe. The agreement, signed in 1854, provided it with exclusivity 
on sovereign debt issuing, beginning a monopoly that lasted for five 
decades.ºº The bankers started to advise policymakers in Rio de 
Janeiro, to whom they regularly reported on the condition of the 
debt market in London. British investors also sought guidance from 
Rothschilds when investing in the country.?° 

Borrowing became unsustainable, however, as Brazil, Argentina, 
and Uruguay fought Paraguay between 1864 and 1870 in what became 
the largest war in South American history. The rise in expenditure 
resulted in a fiscal deficit that represented 69 percent of tax revenue 
during the conflict.*! Rothschilds repudiated the war, criticizing its 
financial costs in an open letter to the Brazilian Congress in 1865.42 
The bank still underwrote a loan that same year, however, to finance 
beginning the campaign. The operation was the largest so far, totaling 
£7 million, the equivalent of 88 percent of the sovereign debt stock 29 
The loan was issued at a 5 percent interest rate and a 74 percent 
discount, which resulted in a 3.77 percent risk premium and made it 


35. della Paolera and Taylor, “Sovereign Debt,” 3; Marichal, Debt Crises, 68-70. 
Summerhill “Credible Commitment,” in Political Institutions, ed. Haber et al., 252, 
shows that the return the state had to pay on the public debt (both domestic and 
foreign denominated) “fell to historically low levels by the early 1850s.” 

36. Graham, Modernization in Brazil, 51-111; Triner, Banking and Develop- 
ment, 25. 

37. From Bouças, Finanças do Brasil, 146-57; and Investor's Monthly Manual. 

38. Fishlow, “Latin American,” in Deuda, ed. Liehr, 24—26. 

39. Brazil issued loans with French banks after 1908, but Rothschilds carried on 
being the country's major underwriter. From Bougas, Finanças do Brasil. 

40. The Rothschilds Archive holds a vast collection of correspondence between 
the house and the government, as well as with British companies that approached 
the bankers to get information on Brazil or to access the Brazilian government in 
some way. See Shaw, “Rothschilds and Brazil.” The contract establishing Roth- 
schilds as the Brazilian agent is in that collection: RA XI/65/000/401. 

41. Calculated from IBGE, Estatísticas históricas, 616. 

42. RA XI/142/1864-1868, Rothschilds to Brazilian government, August 15, 
1865. 

43. Bouças, Finanças públicas, 175. 
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the most expensive since the reestablishment of business with 
Rothschilds.*4 In the words of the bankers, “the terms of the loan at 
first sight may not appear quite so favourable for the Government,” 
given “the present state of affairs in the Brazils, [which] must be 
regarded politically as well as financially.”45 

Rothschilds did not underwrite other loans during the Paraguayan 
War, but it participated in financing the conflict after it ended. The 
government borrowed the equivalent of £18.8 million domestically 
to fight Paraguay, obligations that it converted into sovereign debt 
with the issuing of loans in 1871, 1886, and 1889.4 This war-related 
borrowing caused a debt boom between the beginning of warfare 
and the end of the monarchy—that is, from 1864 to 1889, when the 
sovereign debt stock increased from £7.9 million to £30.4 million.*” 
Levy points out that this foreign-denominated debt had lower interest 
rates and longer maturity than the credit contracted in mil-réis, but 
the conversion increased the government’s exposure to exchange rate 
fluctuations, with rather negative consequences in the 18905. 

This debt boom maintained Brazil among Rothschilds’ most 
important clients throughout the second half of the nineteenth cen- 
tury. Table 1 shows that the house participated in issuing more than 
£1 billion in sovereign bonds between the 1850s and 1890s. The 
underwriting of Brazilian debt made up 8 percent of that sum, behind 
France, the United States, and Russia, but above Austria and Britain, 
two ofthe house's most traditional clients. Nonetheless, this share is 
much larger when compared to just the bonds that the London House 
underwrote without partnerships: 31 percent of the total, which was 
close to Russia, with 38 percent. Although the bank issued Russian, 
French, and American debt in association with other underwriters, 
such as Barings and the Paris Rothschilds, Brazil was an exclusive 
client. The country remained the house's only Latin American busi- 
ness until the establishment of relations with Chile, which remained 
a minor borrower. 

The figure for the issuing of Brazilian bonds in the 1880s is high 
because of the 1889 loan, the largest and cheapest in the history of 


44, Risk premium calculated from Bouças, Finanças públicas, 157-158; and 
Investor's Monthly Manual. Sovereign debt stock from Bouças, Finanças públicas, 
175: 

45. RA XI/142/1864—1868, Rothschilds to the Finance Minister Diaz de Carvalho, 
September 22, 1865. 

46. According to Peláez and Suzigan, História monetária, 142, the government 
borrowed 198,000 contos de réis domestically to fight the war, which, converted at 
the average exchange rate of 1864-1870, was equivalent to £18.8 million. Exchange 
rate from IBGE, Estatísticas históricas, 591. 

47. Bouças, Finanças do Brasil, 175. 

48. Levy, “Public Debt,” in Deuda, ed. Liehr, 220. 
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the monarchy—£18.9 million at a 1.5 percent risk premium, 29 Ironi- 
cally, that operation preceded the collapse of the regime by just a few 
months. In November 1889, a republican coup deposed Dom Pedro II 
and radically changed the country’s political landscape. The following 
section describes how instability generated a debt crisis that forced 
Rothschilds to underwrite rescue loans. Table 1 demonstrates that 
Brazil was Rothschilds’ largest borrower in the 1890s, when the bank 
drastically reduced bond issues. This gives a sense of the efforts the 
house made to protect its default-free reputation. 


Regime Change, Debt Crisis, and Rescue Loans 


Contemporaries, either domestically or abroad, did not anticipate the 
fall of the monarchy. Rothschilds was still in the process of issuing 
the Empire’s best loan to date when the military deposed Dom Pedro II. 
The core motivation of the coup was a personal dispute involving 
Marshal Deodoro da Fonseca, who became the republic’s first pres- 
ident, and members of the cabinet. Fonseca did not intend to change 
the regime, but the crown fell together with its last administration.°° 
For decades, the emperor had prevented conflicts from disrupting the 
political order, so the absence of such a unifying figure destabilized 
politics. Two groups rose in the absence of the monarchic institutions: 
the army, which had launched the 1889 coup, and the São Paulo 
oligarchy (the Paulistas), the richest of the country’s regional elites. 
The first two presidents—Fonseca (1889-1891) and Floriano Peixoto 
(1891-1894)—were both marshals, but São Paulo’s Partido Repub- 
licano Paulista (PRP) was the most influential group in the new 
Congress, which began writing a new constitution. 

The army and the Paulistas diverged in relation to the relative 
power of the central government: The former was favored a strong 
presidency, whereas the latter defended the transfer of power to local 
authorities. In 1891, Congress approved a constitution that relocated 
the collection of export duties from the central to the state govern- 
ments, which disproportionably favored coffee-growing São Paulo. 
Fonseca closed the house, leading to a violent reaction from rival 


49. From Bouças, Finanças do Brasil, 172-174; and Investor's Monthly Manual. 

50. The opposition to the monarchy was especially strong among those who 
opposed slavery. In an attempt to attract dissidents, Princess Isabel, the emperor's 
eldest daughter, signed a decree freeing slaves in 1888. Emancipation came too 
late, however, and the reform only antagonized slave owners in regions where 
the regime still enjoyed political support. No one stood up for the royal family 
when they fled into exile a year later. Carvalho, Teatro de sombras, 76, 77; Costa, 
República, 456. 


391 


392 


WELLER 


navy officers. The navy mobilized gunboats and deposed the pres- 
ident. Once in office, the vice president, Peixoto, reopened Congress 
but governed by decree.º! Peixoto faced the Federalist Revolution, 
a civil war in the southern state of Rio Grande do Sul, which had a 
long separatist history. The revolt involved landowners and fighters 
from neighboring Uruguay and Argentina, representing a threat to 
Brazil's territorial integrity.5* Intending to reach Rio de Janeiro, the 
revolutionaries marched north and almost invaded the state of São 
Paulo. Meanwhile, the navy revolted for the second time in less than 
three years, now in support of the Federalist Revolution, imposing a 
naval blockade on Rio de Janeiro ni 

Topik describes the political conditions of the first republican 
years as “chaotic,” whereas Carvalho concludes that “the survival 
of the new regime was in serious danger.” Stakes were so high that 
the PRP reached a compromise with President Peixoto: The Paulistas 
supported the campaign against the Federalist Revolution, and the 
president abstained from interfering in either the upcoming election, 
scheduled for 1894, or the implementation of the 1891 constitution.® 
The government suppressed the navy revolt with the help of the 
U.S. navy and American mercenaries, and the army pushed the rev- 
olutionaries back to Rio Grande do Gul ap Prudente de Morais, the 
PRP candidate, became the first civil president and negotiated the 
end of the Federalist Revolution in mid-1895.°” Nonetheless, Morais 
was targeted by low-ranking officers and unorganized crowds in the 
streets of Rio de Janeiro. Known as Jacobinos after the radicals of the 
French Revolution, these rioters believed that the republic needed a 
president such as Peixoto, an authoritarian marshal, rather than a 
civil leader associated with the agrarian elites such as Morais bp The 
Jacobinos also opposed the presence of British companies such as 
Rothschilds in the country.°® 


51. Love, “Autonomia e Independência,” in Civilização brasileira, ed. Fausto, 72. 

52. Topik, Comércio e canhoneiras, 226, 227. 

53. The navy imposed such a serious threat that European and American gun- 
boats entered Rio de Janeiro's bay to safeguard trading ships under their respective 
flags, although only the United States intervened in the conflict. See Topik, Comércio 
e canhoneiras, 238—245. 

54. Topik, Comércio e canhoneiras, 225; Carvalho, “Brazil 1870-1914,” 154. 

55. Schulz, Exército na política, 185-189. 

56. Topik, Comércio e canhoneiras, 274, speculates that the United States pres- 
sured for this agreement, which would have been a condition for the American 
intervention in the conflict. 

57. Fausto, “Sistema oligárquico,” 
Schultz, Exército na política, 198. 

58. Queiroz, Radicais da República. 

59. Topik, Comércio e canhoneiras, 184-191. 
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Riots intensified as a number of military expeditions failed to 
defeat monarchist fanatics in Canudos, in the Bahia hinterlands. The 
turmoil climaxed in 1897, when tens of thousands of troops finally 
won the Canudos War and the government suppressed the opposition 
in the streets of Rio de Janeiro, following an attempt to assassinate the 
president. Di Morais survived his term in office and peacefully handed 
over the presidency to his fellow Paulista, Manuel de Campos Sales, in 
1898. With the pacification of the country, three decades commenced 
during which the PRP governed Brazil in association with regional 
parties. Later, isolated conflicts did not pose a major threat to the 
republican regime.®? 

The 1890s were also turbulent with respect to economic policy. 
The last monarchic cabinet created a system of emission banks to 
provide credit to farmers hit by the 1888 abolition of slavery.® Rui 
Barbosa, the first finance minister of the republic, used this new 
framework to increase monetary supply in an attempt to promote 
economic growth. The policy resulted in a financial crash known 
as the Encilhamento and the sharp depreciation of the mil-réis, as 
shown in Table 2.63 Inflation in the capital increased from an aver- 
age of 1 percent per year in the 1880s to 25 percent in 1891, fueling 
civil unrest.º! The Peixoto administration launched a tight mone- 
tary policy to address this problem, and the government momen- 
tarily contained the exchange rate depreciation. However, the 
government needed funds to withdraw paper money from circula- 
tion, which it lacked because the 1891 constitution had transferred 
taxation on exports to the states, whereas the Federalist Revolu- 
tion had expanded the military budget.® As a result, the monetary 
stock increased again in 1894. The national currency depreciated 
even more under Morais, as falling coffee prices reduced exports, 
and the government continued issuing paper money, this time to 
finance the Canudos War. 

Table 2 shows that the government did not run a sufficient primary 
surplus to meet the minimum required service on the sovereign 


60. Queiroz, Radicais da República, 44-51, 75-80. 

61. Fausto, “Sistema oligárquico,” in Civilização brasileira, ed. Fausto, 53. 

62. Schulz, Crise financeira, 68-70. 

63. See Schulz, Crise financeira, 82-89; Levy, “Encilhamento,” in Economia 
brasileira, ed. Neuhaus, 192-226; Triner, Banking and Development, 44, 45. Hanley, 
Native Capital, 93-98, highlights the positive effects of the Encilhamento, which 
would have increased economic activity. 

64. Meade, “Living Worse,” 224; figures from Catão, “Price Index.” 

65. Triner, Banking and Development, 46; Schulz, Crise financeira, 111-115. 
See the Appendix for data on the army and navy budgets and the revenue from 
federal taxes on exports. 
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Table 2 Financial data for Brazil, 1889-1898 


Monetary Coffee Exchange Primary Sovereign Debt Service 
Growth Price Rate Surplus 


(M2, %) (£/bag) (pence/mil-réis) (£ million) (£ million) Tax Revenue (%) 


1889 0.3 3.49 27.20 2.06 1.67 9.2 
1890 59.5 3.27 22.64 2.11 1.66 9.0 
1891 85.4 3.10 16.35 4.30 1.64 10.5 
1892 -2.8 4.09 11.94 0.33 1.62 14.3 
1893 =9.9 3.74 11.56 0.91 1.78 14.3 
1894 12.5 3.33 10.09 -1.89 1.76 15.8 
1895 0.0 2:92 9.90 1.68 211 16.6 
1896 1.5 1.74 9.02 2.22 2.08 16.0 
1897 6.6 1.49 7.73 0.45 2.04 20.9 
1898 4.8 1.48 7.20 —7.34 2.09 21.5 


Sources: IBGE, Estatísticas históricas, 312, 541, 542, 591-593 for monetary growth, coffee price and 
exchange rate; BHMF 333/181, and Estatísticas históricas, 617 and 618 for primary surplus; Bouças, 
Finanças públicas, 220, for sovereign debt services. 


debt after 1892.66 The only exception was 1896, although the margin 
remained narrow.” The regionalization of export duties eroded fed- 
eral revenues, warfare raised expenditure, and a weakened exchange 
rate increased the cost of the sovereign debt when measured in 
mil-réis.°* The ratio between required services and taxation more 
than doubled during the decade—by 1898, the government needed 
21.5 percent of tax revenue to meet its foreign obligations, using its 
own resources, a situation comparable only to the 1820s.®° 

Politics were more important than foreign trade as the main driver 
of this debt crisis, given that the export price of coffee was high when 
payment capacity started to deteriorate and low when it improved, at 
the beginning and the end of the decade, respectively.”° Brazil faced 


66. Primary balance is the difference between tax revenue and expenditure 
excluding the cost of the public debt, both domestic and foreign, which has been 
calculated from Balanço da receita e despesa da República. 

67. The government also needed to pay services on the domestic debt, and 
therefore it lacked funds to honor its total obligations even in 1896. See Levy, 
“Public Debt,” in Deuda, ed. Liehr, for more on the domestic debt. 

68. The impact of the new tax code on federal tax revenue will be analyzed in 
detail in the next section. 

69. Ferguson, Rothschild, 346, assesses payment capacity by comparing the 
required services on the sovereign debt with expenditure. According to his calcu- 
lations, that ratio remained relatively low, at 10.5 percent, between 1890 and 1899. 
Based on that, the author concludes that the debt crisis was mild. This is mislead- 
ing because expenditure was much higher than tax revenue due to warfare, which 
was one of the main causes of the crisis. This article evaluates payment capacity 
based on the ratio between services and tax revenue, which shows a more realistic 
picture of the Brazilian capacity to meet debt services. Such a ratio is widely used 
in the literature; see, for instance, Flandreau and Zumer, Global Finance, 31. 

70. This point appears in Peláez and Suzigan, História monetária, 167; Franco, 
“Década republicana,” in Ordem do progresso, ed. Abreu, 15-16; Schulz, Crise 
financeira, 118, 119. 
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both a currency mismatch and a solvency problem, which were inter- 
locked as the government could appreciate the mil-réis only once 
it could devote a substantial amount of tax revenue to tighten the 
monetary stock, rather than to sustain an expensive military budget.” 
The solvency problem was not permanent, because the country had 
the means to generate enough wealth for the government to pay 
its obligations—it ran a fiscal surplus in the 1900s.” The question 
of how long it would remain insolvent depended on the question of 
when the political situation would finally stabilize. 

The contemporary press understood the extent of the debt crisis. 
In 1895, the Economist noted that “if strenuous and successful efforts 
[are] not made to economize in every direction, Brazil will follow 
some of its neighbors into the ranks of the insolvent.”73 The crisis 
continued, and in 1898 the same journal concluded that a “default 
in the service of the foreign debt is regarded locally as only a matter 
of time.”74 Similarly, the Investor’s Monthly Manual expected a “fin- 
de-siécle expedient of a moratorium,” and the Investor’s Review 
reported that “the rate of exchange barometer ... points straight to 
national insolvency.”7º However, the government did not “economize 
in every direction,” as the Economist advised, nor did it implement 
the “a moratorium.” It did not have to, because Rothschilds provided 
a credit umbrella. 

Brazil borrowed £13.1 million between 1893 and 1895.78 The first 
operation took place in 1893. Although officially contracted to sup- 
port the building of railways, 63 percent of the loan’s net revenue 
financed the campaign against the Federalist Revolution.” In early 
1895, the government took on more debt to pay for the conflict, issu- 
ing £2 million in treasury notes with maturities from nine to fifteen 
months "9 Later that year, Rothschilds underwrote a second large loan 


71. Franco, “Década republicana,” in Ordem do progresso, ed. Abreu, 25, 26, 
and Schulz, Crise Financeira, 101-113, acknowledge that political instability 
led to fiscal deterioration and exchange rate depreciation. Flandreau and Zumer, 
Global Finance, 34, 53, puts Brazil in perspective, characterizing it as a troubled 
borrower during the 1890s both because of the currency mismatch problem and 
the country’s “bleaker” tax prospects. 

72. IBGE, Estatísticas históricas, 535, 536, 617, 618. 

73. Economist, issue 2711 (July 27, 1895), 14. 

74. Economist, issue 2852 (April 23, 1898), 8. 

75. Investor's Review, vol. 18 (April 29, 1898), 599; Investor's Monthly Manual, 
vol. 28, n. 5 (May 31, 1898), 225. 

76. This amount corresponds to 36 percent of the tax collected in the period 
and 44.5 percent of what the state owed to foreign bondholders up to then. From 
IBGE, Estatísticas históricas, 616; and Bouças, Finanças públicas, 192. 

77. Bouças, Finanças públicas, 191. 

78. RA XI/142/401F/6, Finance Minister Rodrigues Alves to Rothschilds, 
December 31, 1894. 


395 


396 


WELLER 


to redeem the treasuries and to cover service on the sovereign debt. 
The 1893 and 1895 loans carried a 5 percent interest rate and were 
issued at 80 and 85 percent discounts, respectively, which results 
in 3.75 and 3.53 percent risk premiums, considerably higher than 
the loans of the monarchic period, which averaged 2.23 percent.”9 
In contrast with earlier norms, the new contracts did not require 
the borrower to pay yearly amortizations. Rothschilds thus avoided 
imposing extra burdens on its client. 9" 

Rothschilds played the role of both underwriter and bondholder, 
similar to what had happened in 1829. The house held 9.3 percent of 
the 1893 loan, 23 percent of the treasury notes, and 11.6 percent of 
the 1895 loan.º! In a cable to the Finance Minister Rodrigues Alves 
(1894-1896), the bankers justified the need to “support the markets 
to a large extent, in order to prevent a really serious fall in the price” 
of Brazilian securities. They also reported that some of “our friends” 
took the debt, suggesting that Rothschilds worked with its closest 
associates in London.º2 Nevertheless, quotations for the country's 
debt collapsed in the following years. The prices of the 1893 and 1895 
bonds fell as low as 44 percent and 49 percent of par in the first 
half of 1898, way below their respective issuing discounts of 80 and 
85 percent.®* The market reflected Brazil's fiscal deterioration as the 
government engaged in unsustainable borrowing and implemented 
unsound policies to face the political challenges of the first republi- 
can decade. 


Political Turmoil and Relationship Banking 


Rothschilds understood the potential consequences of the end 
of the monarchic regime. A few weeks after the republican coup, 
a Rothschilds director informed the new finance minister that “many 
persons ... predict [that] a possible disintegration and dismember- 
ment of your great country might take place "93 However, the bank 
did not suspend its connection with Brazil; on the contrary, it issued 
the rescue loans of the 1890s. Other houses not locked into Brazil 
acted differently. In mid-1889, Barings and Paribas attempted to chal- 
lenge the exclusivity of Rothschilds and offered a £5 million credit 


79. Average weighted according to the amount issued in each loan. From Bougas, 
Finanças públicas, 113-173; and Investor’s Monthly Manual. 

80. Bougas, Finanças públicas, 191-194. 

81. RA I/158/000/77/4, Ledger Balance, 1895. 

82. RA XI/142/1895-1900, Rothschilds to Rodrigues Alves, July 26, 1895. 

83. Investor’s Monthly Manual, vol. 28 (January—June, 1898), nos. 1-6. 

84. RA XI/142/1886—1894, Rothschilds to Rui Barbosa, December 4, 1889. 
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line to the government at 5 percent interest with a one-year maturity. 
Once the monarchy fell, however, Paribas noted that the syndicate 
did “not desire to open any credit to the newly established republican 
government.”®> The syndicate made that decision one year before an 
Argentinean default virtually bankrupted Barings.ºº Barings and its 
partner, having refused to lend to Brazil before that event, certainly 
would not offer credit afterward. Matters were no different a decade 
later, when the government approached Crédit Lyonnais, hoping for a 
loan. The bank would not consider placing an offer, given the “gravity 
of [Brazil's] financial troubles.”87 

Without Rothschilds, the new republic would have found it diffi- 
cult, if not impossible, to borrow abroad. The dependence went both 
ways, however, for the European bank needed the South American 
government to maintain its reputation. One can estimate this reputa- 
tional exposure according to the amount of the Brazilian bonds that 
Rothschilds had underwritten and were still floating on the London 
Stock Exchange. This corresponded to 20.7 percent of all the debt the 
bank was in charge of in July 1889, before the collapse of the monar- 
chy, and 22.9 percent nine years later, the last month before floating 
the Funding Loan. Only Russia was more important, with roughly 
50 percent. The third largest client was Austria-Hungary, which had 
old perpetual bonds that accounted for about 10 percent. Given 
such exposure, a British newspaper concluded a report on Brazil with 
the following statement: “Rothschilds will move heaven and earth to 
protect the issues for which they are responsible.”®9 

The bank needed to rescue Brazil because of its reputation, rather 
than its finances. Although Brazil had a significant share of all the 
debt Rothschilds had underwritten, the bank did not hold most of 
these obligations, which explains why it owned a relatively small 
Brazilian portfolio—on average, 4.9 percent of its total assets between 
1889 and 1898, and never surpassing 6 percent. Even though this 
share is not negligible, it cannot alone explain the credit umbrella 
the house provided to the government. An eventual default on the 
Brazilian debt would not have caused its bankruptcy. °° However, 
reputation was the core of the underwriting business, so a default 


85. AHP 11/DFOM-333/14, Sauller (Paribas) to Rui Barbosa, December 10, 1889. 

86. Mitchener and Weidenmier, “Baring Crisis,” 6. 

87. IHGB ACP 66/DL 598, Gabriel Piza (Brazilian Ambassador in Paris) to 
Prudente de Morais, January 14, 1898. 

88. Calculated from the Investor’s Monthly Manual, various issues. 

89. Herapath’s Railway, vol. 59, no. 3048 (October 15, 1897), 1054. 

90. This point also appears in Ferguson, Rothschild, 345, who observes that 
Rothschilds was less of a final creditor and had a higher capital-liability ratio 
than Barings, which was much more financially exposed to borrowers such as the 
Argentine government. 
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would have had a significant effect on the house’s books in the long 
term. Rothschilds still tried to reduce its financial exposure, but it 
could not do so effectively because of the loans in the 1890s. The 
nominal stock of Brazilian sovereign bonds calculated at par—that is, 
unaffected by depreciation—fell from £1.71 million to £0.62 million 
between 1889 and 1893, indicating that the bankers were selling that 
debt—a reasonable choice, as the market value was falling. This figure 
then increased to £1.23 million in 1895, a consequence of that year’s 
lending, in which Rothschilds participated as the main creditor, 
as explained earlier.” 

As Brazil became dangerously unstable, the government free-rode 
on Rothschilds, which explains why the debt crisis was so persistent. 
The credit umbrella reduced the probability of a default, thereby rais- 
ing incentives for high officials to implement policies that reduced 
payment capacity: increasing military expenditure and decentraliz- 
ing taxation. The government could have serviced the sovereign debt 
with its own resources had it not launched either of these policies. 
The minimum required services on the sovereign debt totaled £9.8 
million from 1893 to 1897, the beginning of the Federalist Revolu- 
tion and the end of the Canudos War, respectively.º2 If the 1893 and 
1895 loans are excluded, as they were necessary to finance wars and 
debt services, this figure falls to £7.8 million, the equivalent of 13.3 
percent of tax revenues.º Combined, the budgets of the army and the 
navy accounted for an average of 23.1 percent of tax revenue from 
1890 to 1892, which then increased to 36.5 percent in the following 
five years. Thus, war expenditure consumed an extra 13.4 percent of 
taxation.” The state could, then, have honored its foreign financial 
obligations without further loans had the military budget remained 
constant. 


91. Calculated from RH, Ledger Balance, 000774-5. Stocks of Brazilian compa- 
nies are not included because Rothschilds’ balance sheets reported the nominal 
value of some of these securities as stocks rather than their monetary value at 
par. This does not change the results significantly, as the government bonds 
accounted for 94.6 percent of the Brazilian portfolio held by the bank from 
1889 to 1898. 

92. See Table 2. 

93. Calculated from Bolgas, Finanças públicas, 220. 

94. This comparison should not include the period before 1890 because the 
army budget grew after the 1889 coup, mainly due to the rise in military salaries, 
which is natural given the military character of the republican movement. Se Car- 
avalho, Forças armadas, 54-56; and Schulz, Exército na politica, 145. The rise in 
the military budget appears greater if the earlier period is included. For instance, 
the rise would have been 14.3 percent if the base years were 1889-1892. Calcu- 
lated from Balanço da receita e despesa da República for the military budget; and 
IBGE, Estatísticas Históricas, 617, 618 for federal expenditure. See Table 2 and the 
Appendix for disaggregated data. 
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Similarly, had the central government continued taxing exports 
as it did before 1893, it would also have had sufficient resources to 
service the sovereign debt. Between 1890 and 1892, the government 
tax on exports averaged 4.9 percent. From 1893 to 1897, exports were 
worth £149.3 million. Applying that rate to the later period suggests 
that, had the government not regionalized that duty, it would have 
received an extra £7.2 million in export duties, which corresponds 
to 13.8 percent of annual tax revenue—sufficient to service the sover- 
eign debt.º In strict fiscal terms, Brazil could have avoided the debt 
crisis. 

Given the credit at hand and the severe challenges of the period, 
however, it was rational for policymakers to go into extra debt and 
push the resolution of the crisis back; the alternative would have 
entailed high political costs. The government needed to increase 
military expenditures because the Federalist Revolution threatened 
national integrity, whereas the resistance of the rebels in Canudos 
intensified riots in Rio de Janeiro, as explained previously. According 
to Love, the regional oligarchies, above all in São Paulo, supported 
the 1889 republican coup in the hope that the new regime would 
implement a less centralized tax system, and the 1891 constitution 
met such expectations.ºº Finally, unsound fiscal policy conditioned 
issuing paper money and exchange rate depreciation, another demand 
of the Paulistas, because the weak mil-réis protected the coffee sector 
from falling international prices.” 

Rothschilds understood the consequences of such unsound eco- 
nomic policies. In a cable sent before they issued the 1895 loan, 
the bankers wrote to Finance Minister Rodrigues Alves that they had 
been “watch[ing] with great regret the further decline in the exchange 
[rate],” which they believed was the consequence of “the large addi- 
tional issue of paper money during the [Federalist] revolution, and 


95. This proportion is even higher with alternative base years. As shown in 
the Appendix, taxation on exports was already low in 1892, an early conse- 
quence of the 1891 Constitution. Taking 1890-1891 as base years, for instance, 
the share increases to 20.4 percent. Calculated from Balango da receita e despesa 
da República for tax revenue from exports; and IBGE, Estatísticas históricas, 535, 
536, for exports. This counterfactual is based on the assumption that eventual 
changes in export tariffs after the regionalization of the duty did not affect exports 
significantly, which is consistent with the literature on the Brazilian coffee econ- 
omy. Coffee responded to the majority of national exports. The world demand 
was inelastic, varying more according to taste rather than fluctuations in price. 
Investment in coffee has a long maturity term, and the output depends heavily 
on weather conditions, which means that supply was also inelastic in relation to 
prices. See Topik, “Coffee,” in Second Conquest, ed. Topik and Wells. 

96. Love, “Autonomia e Interdependéncia,” in Civilização brasileira, ed. Fausto, 70. 

97. Ibid., 75. A similar point appears in Topik, “Political Economy,” 35-37; and 
Triner, Banking and Development, 36, 37. 
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also the considerable deficit in the Budget.” Following such a pre- 
cise interpretation, the house attempted to make lending conditional 
on new policies. They explained to Rodrigues Alves that there was 
a “possible chance [that] there might be, later in the present year 
[1895], a large External Loan,” as long as a “substantial share” of the 
borrowing financed the implementation of a tight monetary policy. 
Rothschilds also suggested the introduction of new “import duties 
[that] would of course have to be raised in gold, and would have to be 
applied exclusively to finance the service of the External Debt and the 
withdrawal of paper money.” 

The bankers did not introduce any mechanism to enforce the 
application of these measures, and Brazil ended up breaking the 
agreement. Minister Rodrigues Alves promised that the loan was 
going to “meet extraordinary expenses of the revolt and provide 
redemption of paper money,”°° but the government resumed printing 
money in 1896 and 1897, during the Canudos War, "00 A few weeks 
after launching the 1895 loan, Rodrigues Alves informed Rothschilds 
that “it is not licit [for the government] to charge taxes of any sort 
in gold: only the Congress has the prerogative ... on the matter, "101 
The government introduced a new tax on imports that was not pegged 
to gold, and its revenue fell vis-a-vis obligations on the sovereign debt 
as the exchange rate depreciated.!º2 Why did Rothschilds accept such 
loosely defined policy conditions? Political instability appears to 
be the answer. While the bank and the government were negotiat- 
ing the lending, Rodrigues Alves explained that “Unfortunately 
the South is not yet appeased. The federalists have no elements 
to march and their action is restricted to the border, but they will 
continue ... disturbing the action of the government, demanding 
large warfare sacrifices.”103 

In other words, the minister asserted that the government was 
about to pacify the country, even though the war demanded “large” 
human and financial resources. His message was accurate in respect 
to the location and capability of the rebels, and therefore the prospect 
of victory, but it exaggerated the government’s struggle in the fighting 
at that stage, which was not near the level of previous years.!º Given 


98. RA XI/142/1895—-1900, Rothschilds to Rodrigues Alves, January 21, 1895. 
Emphasis in the original. 
99. RA XI/65/9, Rodrigues Alves do Rothschilds, February 16, 1895. 
100. See Table 2. 
101. RA XI/65/9B/1895-96, Rodrigues Alves to Rothschilds, March 11, 1895. 
102. The customs on imports increased 120 percent between 1894 and 1898, 
but only 56 percent when measured in pounds. See the Appendix for tax revenue 
from imports. 
103. RA XI/65/9B, Rodrigues Alves to Rothschilds, March 11, 1895. 
104. Reverbel, Maragatos e pica-paus, 89. 
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these pieces of information, it was rational for Rothschilds to con- 
tinue supporting its client without enforcing conditions that would 
reduce its ability to secure national order. It appears that the bankers 
were waiting for the end of warfare to effectively pressure for fiscal 
consolidation. However, Brazil did not achieve peace before 1898, 
when the political situation finally stabilized. Payment capacity had 
deteriorated to record low levels by then. Still, Rothschilds under- 
wrote a new loan, but this time based on well-enforced conditions 
that solved the debt crisis. 


The Funding Loan, Political Stabilization and Rothschilds as a 
Power Broker 


The debt crisis reached a climax in 1898. The conjunction of loose 
economic policies and falling coffee prices depreciated the mil-réis 
dreadfully, and service on the sovereign debt required the greatest 
proportion of tax revenue since the establishment of the republic.1% 
Rothschilds rescued the country once more, but this time the bankers 
successfully enforced constraints on economic policy that not only 
prevented a turn of the century collapse but also improved payment 
capacity in the following decade. However, high officials needed to 
threaten to default in order to pressure Rothschilds to underwrite 
a new loan. 

In a conference with the bankers, Azevedo Castro, a treasury agent, 
mentioned the high risk of “payment suspension” and proposed 
an agreement that would include a “large loan” and allow a coordi- 
nated “suspension of services.” Castro reported to Finance Minister 
Bernardino de Campos (1896-1898) that the directors of the house 
appeared to be “reticent” about the proposition, and declared them- 
selves “very concerned about the possibility of unilateral action by 
Brazil.”?°6 Minister Campos contacted Rothschilds directly a month 
later, in March 1898. The financiers communicated that it would be 
“impossible to issue” new bonds because “the 5% 1895 loan issued 
at 85 is now only 65.” Nevertheless, they considered a £5 million 
loan at 6 percent interest as long as the government leased the 
Central Railway, a state-owned line that connected Rio de Janeiro 
to São Paulo.!º” Rothschilds had presented this proposal to the 
government in the previous year, on behalf of the British company 


105. See Table 2. 

106. BHMF 332/532, Azevedo Castro (National Treasury in London) to Bernardino 
de Campos, February 18, 1898. 

107. RA X1/142/1895-1900, Rothschilds to Bernardino de Campos, March 7, 1898. 
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Greenwood, which, once in charge of the railway, intended to peg 
the railway’s tariffs to gold.108 

President Morais turned down the offer. Officially, Morais claimed 
that the leasing was illegal, but, in a letter to Minister Campos, he 
stated that his goal was to arrange a larger and cheaper lending facil- 
ity without any conditions on railways. The president argued that 
“£5 million would not provide the necessary support for the plan of 
restructuration of our finances,” and that “it is possible that the Jews 
would change their position once they are faced with the facts, if we 
insinuate that we will be fatally forced to suspend payments abroad 
if we do not obtain the Joan. "7109 The risk was genuine, and a month 
later the president admitted to Minister Campos that “if they insist on 
the impossibility of the loan it will be impossible to avoid the suspen- 
sion of payments.”!!° The threat worked, and Rothschilds decided to 
“communicate with the Council of Foreign Bondholders” and to “use 
[its] best endeavor to induce them to accept the propositions con- 
tained in your message.”!!! The “proposition” was the Funding Loan: 
the issuing of 5 percent bonds totaling £8.6 million to replace inter- 
est payments until 1901. In other words, bondholders received the 
so-called funding bonds rather than cash in the following three years. 
Moreover, Brazil became free from debt amortization up to 1911. 

The Funding Loan included a deal on economic policy that was 
similar to what both parties had loosely agreed in 1895. This time, the 
contract made the conditions explicit and included a self-enforcement 
mechanism. The government was supposed to burn paper money in 
an amount equivalent to the funding bonds the bank was going to 
issue until 1901. Rothschilds also required the introduction of a new 
duty on imports collected in gold to finance the withdrawal of mon- 
etary stock. The Rio de Janeiro branch of the London and River Plate 
Bank—a British rather than a Brazilian bank, and thus freer from gov- 
ernmental pressure—was in charge of verifying whether the govern- 
ment was burning paper money as agreed. Had the Brazilians failed 
to implement the new policies, Rothschilds would have suspended 
the loan, forcing the borrower to resume interest payments in cash.!!2 

The London bondholders and the British press received the Fund- 
ing Loan coldly, but they did not repudiate the deal. Although the 
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Corporation of Foreign Bondholders declined to endorse the opera- 
tion, it did not officially characterize the scheme as a default "717 Like- 
wise, the Economist stated that “the bondholders have the clearest 
ground for protesting against [the operation because] they have neither 
been advised nor consulted.” In the same full-page report, however, 
its analyst recognized that the suspension of amortization was an 
appropriate measure, given that “it would, of course, be absurd to 
attempt to keep up the sinking-fund purchase while the Government 
is practically claiming its inability to meets its current expenses.”114 
He explained that the conditions placed on monetary policy would 
“lift” the exchange rate, making it possible for the government to 
“accumulate on this side a gold fund, which would be available when 
the payment of interest in cash is resumed.” All depended on the 
“engagement on the part of the Government not to make any fresh 
issue of paper money.”!!® The Times mentioned this point in a more 
amicable way, praising the agreement on monetary policy as “most 
important ... as regards the future of Brazil.”116 

These passages suggest a reason that bondholders accepted the 
Funding Loan: There was a good chance that the appreciation of the 
exchange rate would raise the quotation of the Brazilian debt, thereby 
recovering the losses of the previous decade. This indeed happened: 
The prices of the 1893 and 1895 bonds surpassed the issuing dis- 
count in 1901, when the adoption of the tight monetary policy proved 
effective, and reached 100 percent of face value in 1905. The fund- 
ing bonds appreciated to even higher levels, which should have been 
expected, given the contract’s special tax guarantees. From a first quo- 
tation of 81 percent in October 1898, the price increased to a record 
high of 106 percent in June 1905.11” 

Rothschilds exercised its influence on the market, arranging the 
deal on behalf of the bondholders without consulting them. In the end, 
the final creditors accepted the operation and the house did not lose 
its default-free reputation. Rather than a default, which happens when 
borrowers halt service payments unilaterally, the Funding Loan was 
a debt re-contracting arrangement. The bank also exercised its power 
over Brazil when pressuring for monetary policy tightening. None- 
theless, Rothschilds did not impose it; the agreement was an example 
of shared policy ownership for two reasons. First, the government 
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was able to negotiate. The bankers intially intended to carry out the 
paper burning at 16 pence per mil-réis, so that the money supply 
(M2) would be reduced by 34 percent. Minister Campos claimed that 
such a low rate would have caused “embarrassments to the National 
Treasury,”!!8 and Rothschilds accepted the rate the government pro- 
posed, 18 pence, at which the money supply fell by 31 percent.!º 
This was stilla drastic reduction in liquidity; steep enough to explain 
the large fiscal deficit for 1898, but the policy would have been even 
more extreme had the government not negotiated.!20 

Second, and most important, high officials were now more inclined 
to implement tight economic policy than in 1895. Political conditions 
enabled the return of the priorities that had guided most monarchic 
cabinets and the early Peixoto administration in respect to the value 
of the mil-réis. A few months before launching the Funding Loan, 
Minister Campos informed Rothschilds that exchange rate depre- 
ciation was a “bottomless pit without which Brazil would already 
have converted the 1890s fiscal deficits into surpluses.”!21 One could 
assume that the minister was only simulating an intention to change 
economic policy, as his predecessor had done in 1895. Nevertheless, 
a few months later, newly elected President Campos Sales (1898-1902) 
sent a cable to the minister stating the need for “persistence and 
effort towards good financial management” to “reestablish” Brazilian 
credit.!22 Campos Sales wrote from London, where he met the 
directors of Rothschilds to discuss the Funding Loan. Once in office, 
he appointed Joaquim Murtinho to head the Ministry of Finance. 
Murtinho was a senator who had built a political career by criticizing 
the loose monetary policy of the 1890s. In 1897, he joined the Morais 
administration as the minister of industry, trade, and railways.!3 
Given his orthodox credentials, Murtinho’s political rise indicates 
that the government’s intention to defend the value of the national 
currency was sincere. 

Rothschilds probably learned a lesson from the 1895 loan and 
introduced well-enforced conditions on the Funding Loan to prevent 
the government from cheating again. This is not the complete story, 
however, given the change in approach to economic policy within 
the government, which reflected the country’s pacification. There is no 
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evidence that Rothschilds knew in 1898 that the country was in 
the process of stabilizing. However, its decision to enforce sound 
economic policy worked as a tool through which high officials such 
as President Campos Sales and Minister Murtinho adjusted the prior- 
ities of the government in accordance with political stabilization after 
the Canudos War. Once the turmoil ceased, it became more important to 
“reestablish” the nation’s credit (as President Campos Sales had put it) 
than to finance warfare.!2+ 

Flandreau and Flores characterize the Funding Loan as a success- 
ful arrangement designed to solve problems created by relationship 
banking.!25 This article complements that initial study, pointing out 
that politics was the main driver of relations between Brazil and its 
patron bank. Rothschilds played the role of a power broker in favor of 
leaders committed to orthodox policies, who became politically stron- 
ger with the country’s pacification, and against the groups that bene- 
fited from the weak mil-réis, such as the coffee exporters.!2ê Without 
the Funding Loan, Murtinho would not have had the same political 
capacity to reduce the monetary stock. His appointment, however, 
shows that the preferences among the ruling elite had changed in favor 
of fiscal consolidation. 

Rothschilds was the greater winner from the Funding Loan. It did 
not let its client default, maintaining its reputation. In addition, the 
house gained £186,000 with the appreciation of the Brazilian bonds 
it held.!27 For Brazil, the policy change was economically severe but 
effective in terms of payment capacity. The tight monetary policy 
appreciated the mil-réis by 66 percent between 1898 and 1903.128 The 
revenue from coffee exports fell in that currency, resulting in a deep 
recession and a spike in nonperforming loans in the sector, which 
led to a series of bank runs, especially in São Paulo.!2º On the other 
hand, the new tax on imports and the appreciation of the exchange 
rate reduced the cost of the sovereign debt vis-a-vis taxation.1°° 

Fritsch argues that high officials did not understand the full extent 
of the negative impacts of these measures on economic activity, 131 
and Abreu documents the political opposition to the operation 
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in Brazil.'32 Nevertheless, the policymakers had a good reason to imple- 
ment orthodox policies: The strong mil-réis and sound fiscal accounts 
improved the country's credit abroad, enabling further loans in the 
1900s, starting even in 1901, when the Campos Sales administration 
borrowed £17 million to invest in railways. In total, the government 
issued £59 million in new bonds in the 1900s, more than doubling 
the sovereign debt stock, which was £44.4 million at the beginning 
of the decade.!ºº The state of São Paulo also borrowed extensively in 
those years, including paying for the building up of coffee stocks, a 
measure it launched in 1906 to sustain the price of the staple.!34 

Orthodox monetary policy was a price the Paulista coffee growers 
paid to make Brazil creditworthy, while the oligarchy of São Paolo 
state consolidated a political system in which it ruled the country in 
association with the elites from other important states, such as Minas 
Gerais. São Paulo was the key player in what became known as the 
Coffee and Milk Republic (after São Paulo and Minas Gerais, respec- 
tively), which lasted until 1930. Not committing to the Funding Loan 
in 1898 would have implied the collapse of foreign credit just at the 
launching of that new national order, with great economic and political 
costs. 


Conclusion 


Although Brazil was not large in relation to the international financial 
market, it was very important for Rothschilds, the world’s premier 
bank. This indirect market power enabled the country to count on 
a credit umbrella in the 1890s, when warfare and a new tax code cre- 
ated a debt crisis. The government met service payments without con- 
solidating its fiscal accounts, avoiding implementing tight economic 
policies that would have jeopardized the new republican regime. 
Brazil free-rode on Rothschilds’ credit while politics were unstable. 
The bank could not allow Brazil to default, so it needed to support its 
client even though the government pursued unsound economic pol- 
icies. Rothschilds did not introduce well-enforced conditions when 
civil wars were still shaking the country, most likely because this 
could have pressured the government to suspend payments unilater- 
ally, ruining the house’s default-free brand. 

Rothschilds pressured the government into implementing tight 
fiscal and monetary policies only in 1898, when Brazil was finally 
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pacified. The exchange rate appreciated, which penalized the coffee 
sector, with severe consequences for the national economy. Nonethe- 
less, orthodox policies reestablished the country’s credit, enabling 
a series of new loans thereafter. A default would have resulted in some 
sort of retaliation, most probably a financial embargo, just as São Paulo 
solidified its influence over the central government. The costs of sus- 
pending payments (not borrowing again) increased, and so did the 
incentives to consolidate fiscal accounts, whereas the cost of doing so 
(reducing the military budget) fell drastically.1%5 

It is not known to what extent the bankers knew that the govern- 
ment had more political leverage to accept conditions on economic 
policies in 1898. It could be the case that the bank chose not to wait 
indefinitely for the end of the turmoil and took the risk of pressing 
for fiscal consolidation when it underwrote the Funding Loan. The 
fact is, however, that the government was more willing than before 
to reduce monetary stock—the rise of Minister Murtinho was a clear 
sign. Some degree of asymmetry of information was inherent to this 
principal-agent relationship. If Rothschilds had inside information 
that did not appear in the researched archival material, it made the 
right calculations; if it simply bet that the government was not going 
to retaliate against the conditions of the Funding Loan and suspend 
payments in 1898, it was lucky. Most probably, the financiers 
took decisions based on a combination of information and chance. 
In the end, the house acted according to Brazil’s political conditions: It 
launched a rescue loan with loosely defined conditions during the 
turbulent mid-1890s and with well-enforced ones at the beginning of 
a more peaceful period. 

Brazil needed Rothschilds to access credit in the 1890s, but the 
bank depended on Brazil to retain its place at the top of the debt 
underwriting business. Disregarding this interdependence between 
both parties leads to too simplistic a view of the relationship, which 
was not one in which a strong bank unilaterally imposed harsh lend- 
ing conditions on a weak state. The evidence presented in this article 
suggests a more nuanced interpretation. It is true both that the bank 
held a strong position in the market and that the state was financially 
weak, but reputation locked the former in, thereby making the latter 
sufficiently powerful to combine two goals that, without Rothschild’s 
credit, would have been irreconcilable: maintaining the stability of 
the regime, while simultaneously honoring the sovereign debt. Brazil 
was able to force Rothschilds to use its market power to arrange the 
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credit it needed. The bank thus waited until the political situation 
stabilized to enforce the adoption of sound economic policies, which 
the government adopted as peace altered its priorities. 
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Appendix 


Fiscal and Trade Data for Brazil, 1889-1902 


Tax Taxon Taxon Expenditure Army Navy Exports Imports 
Revenue Exports Imports Budget Budget 
(thousand contos) (million £) 


1889 160.84 17.39 86.12 186.17 19.31 12.44 28.55 24.00 
1890 195.25 20.00 86.12 220.65 29.55 15.44 26.38 24.02 
1891 228.95 16.73 86.12 220.59 31.44 17.31 2714 25.57 
1892 227.61 0.62 102.82 279.28 35.16 21.62 30.85 26.30 


1893 259.85 105.67 300.63 54.78 29.03 32.01 26.22 
1894 265.06 105.67 372.75 118.78 2418 30.49 27.15 
1895 307.76 134.10 344.77 80.38 30.34 32.59 29.21 
1896 346.21 269.00 368.92 58.73 35.99 28.33 27.88 
1897 303.41 258.00 379.34 64.10 36.10 25.88 22.99 
1898 324.05 231.35 668.11 49.98 32.04 25.02 23.54 
1899 320.84 230.25 295.36 47.81 25.49 25.55 22.56 
1900 307.92 161.25 433.56 46.65 25.65 33.16 21.41 
1901 304.51 123.50 334.52 44.82 23.85 40.62 21.38 


1902 343.81 130.47 297.72 45.00 24.47 3644 23.28 


Sources: IBGE, Estatísticas históricas, 535, 536, 617, 618 for tax revenue, expenditure, exports and 
imports; Balanço da receita e despesa da República for tax on imports and exports, and for army and 
navy budgets. 


